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Final Report

Ugandan Securities M ar kets Development:
Recent Developments and Continuing Requirements

1. Introduction

The International Management and Communications Corporation (IMCC) undertook this study to

evd uate the development of the Ugandan securities and capitd markets and to offer recommendations
on furthering the evolution of the domestic capital markets. In addition, while not originaly contemplated,
training activities were offered for the regulatory authority. This project was funded by the United States
Agency for Internationa Development (USAID) through the Consulting Assistance on Economic Reform
project (contract number PCE-0405-Q-5016-00) at the Harvard Ingtitute for International Development
(HIID). IMCC isasubcontractor to HIID on this project.

Developing capitd markets in emerging countries assgsin achieving severd objectives. Capita
markets' help to mobilize assets and support economic growth and development. Other benefits include
srengthening emerging market financid systems by, for example, helping to fight entrenched corruption,
and reducing the risks of future financia crises. However, capitd market development also brings certain
problems, such as the economic shocks of foreign investors suddenly taking their money elsewhere.
Accordingly, emerging markets need to strengthen the presence of domestic investors so that these
markets can withstand the shocks of internationa flows of money.

Other USAID contractors have been asssting Uganda in the development of its capital markets, in
particular KPMG Barents Group. To complement these efforts, our focus has been targeted in two
digtinct areas plus an overd| assessment of Ugandan securities markets. The Statement of Work for this
project calsfor a Draft Report at the conclusion of thefirgt field vist; this was completed. No comments
were received and hence this report is dso the Interim Report. The first area of focusinvolved specific
training activities. Due to the medica incapacitation of the lead consultant for the Barents team, IMCC
was requested to provide regulatory training to support continued progress and milestones set by the
Capitd Markets Authority (CMA). Training of the CMA board members and gtaff took place in
December 1996.

The second specific area of focusinvolved technica assstance to modify the governmenta debt issuance
program. Mgor recommendations regarding debt issuance consisted of changing the auction method to
aDutch, or single price, auction, extending the maturity of debt instruments, and establishing primary
dedersto help in developing a secondary market for government debt.

1 The terms capital markets and securities markets are used somewhat interchangeably in this report. While
similar, capital markets involve financial activities other than strictly securitized transactions. However, at
the current stage of development in Uganda, the two terms can be used synonymously.



The discussion that follows is organized around the overdl project objectives as presented in the
Statement of Work. For reference purposes, Annex A provides a chronology of tripsto Uganda,
individua consultants used on the project, and specific objectives for each trip over the course of the
project. Thefirgt section of thisfind report provides an inventory of accomplishments with respect to the
Ugandan capita markets (Section 2), much of which was included in the Interim Report. A summary of
technical advice and assistance offered concerning selected dements of the domestic capital markets
follows next (Section 3). Documentation of training activitiesis provided as Annex B and represents one
of the mgjor objectives of the project. The next section (Section 4) discusses government debt issuance
and focuses on activities that the government should consider for improving the availability of investment
vehicles. Thisreport comprisesthe Find Report as specified in the Statement of Work.

Capitd markets are not created overnight. The Ugandan securities market is in its embryonic stage with
anumber of activitiesin various stages of development. Hence, when comments are offered here about
future activities, these comments should not be viewed as critical of past efforts but as reminders of future
targets and objectives.

2. Statusof Capitd Market Developments

Uganda has achieved a number of objectives but severd mgjor tasks remain to be completed. Recent
progress has focused on governmentd initiatives with the enactment of laws covering regulatory
regponsibilities and the creetion of the Ugandan Securities Exchange (USE or Exchange). Other ancillary
laws and regulations, such as authorization of unit trusts, are currently under review. On other fronts,
progress has been dow as no shares of stock have been issued to the public from the privatization of
paradatas. What followsis an inventory of the state of the markets for selected components of the
capita markets.

Securities regulation

The Cepitd Markets Authority (CMA), the agency responsible for regulation and supervison of the
securities markets, was formed following the enactment of laws in 1996 creeting the CMA. Asof
August 1997, candidates for the chief executive officer have submitted their gpplications. A number of
broker/dedlers and investment advisors have been licensed. Staffing of the CMA continues with
temporary staff from the Bank of Uganda (BOU). Operationdly, necessary decisions are being made by
the CMA and rules and regulations are in the process of being drafted and adopted. Once the CEO of
the CMA is sdlected, the permanent staff needed to run the CMA can be identified, hired and an
operating staff organization created.

Licensed Securities Firms

Licensed broker/deders and investment advisors essentidly include the same organizations at the present
time. Currently licensed participants consst of affiliates of domestic and foreign banks operating in
Uganda, other financid organizations (insurance), and selected financid sector firms with an African




presence. It seemsthat a core group of licensed participants are making the commitment necessary to
insure that private sector participants assume control of the continued development of their securities
exchange. The eight organizations licensed as broker/dealers represent a cross section of firms currently
operating in the region. The absence of any of the larger foreign banks presently operating in Ugandais
aurprisng. These organizations can aways apply for licenses later, but by then they will have missed the
opportunity to contribute to the development of the rules for the exchange and other Strategic directions
a theinitid development of the domestic capitd markets.

Indtitutiona Investors

Whether operating as agents (broker/deders) or principas, inditutiond investorsin Uganda will become
key participants for the continued development of the securities markets. The insurance sector isamagor
component of the domestic economy, and this sector is currently showing strong growth in premium
income. The insurance sector is represented among the currently licensed broker/deders. The national
socia security organization can be expected to be another participant in the capital markets. Presently,
private penson schemes do not exist. In short, severd inditutiond investors exist, and some are taking
activeroles as brokers.

Individua Investors

In addition to indtitutiond investors, viable domestic capitd markets require individuds' active
participation. There is some evidence that capitd is available within Uganda for investment opportunities
as exemplified by a recently completed successful limited partnership fund raising effort. Furthermore,
owners of private capita have been active bidders in companies being privatized. Individud investors
play avery important role in capitd markets and need to be cultivated during the evolutionary periods of
amaket's development. Government policies with respect to privatizations, taxation and government
sponsored public education campaigns are needed to encourage more widespread participation by
individud investors.

Uganda Securities Exchange

The Ugandan Securities Exchange has been launched, and a search is underway for a chief executive
officer of the exchange. The appointments for this position and the CMA chief executive officer are
critica to the development of capitd markets within Uganda. Much of the progress to date has resulted
from governmentd initiatives and donor funded technical assstance. Thus, future efforts in preparing the
rules for the USE will involve the chief executive officer of the USE, working with the licensed
participants. Also, both parties collectively will need to raise capitd to finance necessary infrastructure
for the Exchange to be able to operate efficiently and smoothly. The private sector participants will need
to recoup their investment and eventudly redlize profits from trading operations. However, the time table
for assessing the profitability of forming a brokerage firm should extend over severd yearsto dlow the
capita market to continue to develop and transaction volume to grow.

Infrastructure

A complementary infrastructure needs to evolve for clearing and settlement of security transactions
conducted through the USE. Custodia services are not currently offered, and it is necessary for alimited
number of custodian banks to provide safekeeping of securities. Also, an dectronic payment systemis



needed which should be managed by the BOU. None of thisinfrastructure is currently in place, and
active trading on the USE has not evolved ether.

[nvestment Vehicles

Presently, there are very few securitiesto trade. Essentialy, no domestic stocks are available to trade.
The central bank on aweekly bassissues Treasury bills which have market determined, positive yields.
However, no secondary trading of these Treasury bills occurs currently. Money markets, typically
digtinguished from capita markets, need to evolve more completely since money markets provide the
cash equivdent investment vehicles that support improved liquidity for capital market participants.
Money markets are often theinitia investment vehicles that emerge in the development of capita
markets. Uninvested cash can be invested to generate returns and credit markets can be used to sdll
short-term debentures such as bankers acceptances and commercial paper.

In conclusion, Uganda has achieved a number of required objectives for domestic capital marketsto
evolve. Mos of these accomplishments have required governmentd initiatives and actions. However,
much remains to be accomplished. The private sector participants, particularly the licensed dedlers, need
to take advantage of the momentum gained from recent achievements and keep up the pace of reform.
Capita markets essentidly serve the private sector by mobilizing assets. Thus, it is the private sector that
has mogt of the responghility for continuing the development of the domestic capitd markets.

3. EBvduation of Achievements and Review of Future Requirements

For the domestic capital markets to continue to evolve, a number of activities need to be completed.
This section reviews each of the topics discussed in the preceding section and identifies specific
objectives and topics that have been discussed with counterparts over the course of the technical
assstance phase. In addition, many of these topics were discussed during training sessons for the CMA.
The report of training activities completed during the project isincluded as an annex to this report.

Securities Regulation

The CMA isat acrucid juncture. The CEO position needs to be filled with an experienced, qudified
professond, asthis gopointment is critica to the successful development of the Ugandan capital markets.
The gppointment of a qudified person to this position will not assure success, but the gppointment of a
candidate with little or no experiencein capita market development will severdly, if not totdly, limit the
chance of success. Furthermore, the underlying basic philosophy of this new regulatory organization
must be clearly established at the outset to preclude uneven decisons asthe CMA evolves. The CMA is
the enforcement agency for dl laws, rules and regulations of the securities markets. This respongibility is
based on the principle that the securities markets must be transparent and the interests of private
investors protected. Maintaining investor confidence is fundamenta to the development of capita
markets.




As noted immediately above, the regulatory philosophy of the CMA, dong with the qudifications and
leadership abilities of the CMA, iscritical to the long-term success of Ugandan capital markets. IMCC
was able to acquire the services of aformer Commissioner for Securities of Hong Kong to assist in

CMA training activities. Uganda s regulatory law creating the CMA was modeled on the origina 1974
Hong Kong regulatory law. Accordingly, we were able to provide a resource that could address specific
examples about how the law has actudly worked in Hong Kong and subsequent amendments that were
adopted. Principal regulatory responsbilities of the CMA that were discussed in training sessons are
summarized as follows

1.

Asthe CMA isresponsble for the oversight of the exchange, including its clearing, settlement,
and depository procedures, it should seek to ensure afair and orderly market place for investors
and efficient and adequate operationa and risk management systems.

The CMA isresponsible for licenang dl deders and investment advisers. The licensing function
assures market participants, in genera, and individua investors in particular, that the people and
organizations with whom they have to ded are honest and financialy sound. After licenses are
granted, the CMA must continue to monitor each licensee' s financid status and business
practices.

The CMA should seek to ensure that there is fair treatment of shareholders and full disclosure of
relevant information that might affect the price of quoted securities.

The CMA should authorize and gpprove gpplications by organizations wanting to distribute
investment products to the public, i.e., unit trusts, mutua funds, limited partnerships.

The CMA should monitor trading activity on the exchange to detect any unusua movementsin
prices and volumes, which could indicate ether ingder deding or price manipulation.

The CMA should consider monitoring the management, supervison and internd control
guiddinesindituted by registered financia sector professondsto devise a least minimum
standards of conduct. The CMA should supervise the basic e ements necessary for sound
business practice in areas such as compliance, audit, management and supervision, and risk
management.

In addition to the direct oversight of licensed deders as described above, self-regulatory organizations
(SRO) are widely used throughout the developed capital markets as well as emerging markets. These
organizations are, as the name implies, bodies that provide oversght of their own members. SROs are
most effective when the members are experienced and able to use the SRO to achieve regulatory
objectives. This presents difficulties for emerging markets, as many of the broker/dedersin these
markets are themsdves learning the rules and regulations of their recently established securities market,
learning what can go wrong and what needs to be done to avoid problems. SROs can Hill play arole
during the early stages in the development of a securities market, however, since they provides aforum



for review of problems and an organization that can present a united viewpoint to the governmenta
regulatory body.

Licensed Securities Firms

Turning to broker/deders, asmal number of core participants have been licensed and their initid
respongbility will be preparing rules for the operation of the Exchange. The rules for managing the
Exchange, which must be prepared by this group of licensed participants (subject to gpprova by the
CMA), will eventudly apply to other broker/dedersthat are licensed by the CMA. Thus, theinitid
brokers need to be mindful that the rules devel oped for the Exchange will gpply to dl participants.
However, the over riding issue facing broker/dealersis to assume responshbility for the viable operation
of the Exchange. The government must no longer be responsible for the development of the Exchange.
Broker/dedlers need to assert themsalves and take charge of “their” exchange.

Broker/deders, both individualy and collectively, will need to make financid commitments and
investments in the continued evolution of the USE. The infrastructure required to support the efficient

and risk controlled processing of security transactionsis discussed below. The point is that the brokers
will need to invest time and money before profits from trading activities can beredized. Initidly, the USE
will require financia support from the broker/ded ers before transactions grow to a size that can produce
the revenues and profits to recoup these initid financid commitments. IMCC advisors discussed these
issues at the initial workshop for licensed broker/dealers sponsored by the CMA.

Indtitutiona Investors

A number of inditutiond investors dready exist, namely insurance companies and the nationd socid
security fund. To expand this segment of investors further, creating private pension funds with mandatory
contributions by employees has proven to be very effective in supporting capita market growth in other
countries. Thisis alonger-term objective and not necessary for immediate capital market developments.
However, the potentia buying power of alarge number of employees making regular contributions that
are then invested in domestic and foreign securitiesis large and leads to a steady demand for securities.
Furthermore, pension assets represent “patient” capita due to the long-term nature of the underlying
ligbilities. Penson assets can be committed to investments with long-term maturities, financing capita
infrastructure of the country and long-term payout Situations.

Individua Investors

There seems to be a growing portion of the population that has financid resourcesto invest in domestic
securities. A number of policies could be consdered to help reinforce the growth of individud investors.
Public education campaigns are necessary to educate the populace about the USE and how to invest in
securities that are traded on it. Privatization of parastatals, especidly the larger economic enterprises that
have more stable financid environments, should be structured to make shares easily available to the
public. Sharesof utilitiesin particular should have widespread apped to individud investors. Thus,
broad share distribution schemes could be developed and a portion of the sharesin larger companies
being privatized made availadle to the public. Thistype of program should be accompanied by a public
education campaign focusing on how to participate and invest in newly issued shares of companies.




Tax policies can be adopted to provide tax-advantaged savings programs for retirement, i.e.,, individua
retirement accounts (IRAS). Preferentid tax treatment of long term capital gains would further encourage
individud investorsto raise savings levels. Other policy consderations include treating interest and
dividend payments the same for corporate taxation purposes. Clearly, tax policies are mgor factorsin
encouraging individud investment.

Uganda Securities Exchange

The Exchange offers a place for agents to conduct purchases and sales of securities on behdf of ther
clients. Whileinditutiond investors may have sufficient ingght and sophidtication to understand the
dedling environment, smdler individua investors need to be protected from potentialy unscrupulous
business practices. Security transactions for individuas could represent a significant portion of an
individud’ slife savings. Thus, maintaining the integrity and trangparency of the marketsis critica for
developing investor confidence. The USE and its members must present an open, fair forum where
individuals can have their brokers transact purchases and sales of securities with integrity.

Itiscriticd that the CEO of the Exchange have severd years experience a ahigh leve in arecognized
exchange. Security transactions involve an environment where the origind issuer of the securities knows
subgtantialy more about the financid outlook for the company than itsinvestors do. The regulatory
system attempts to achieve full disclosure of these materid facts. The Exchange needsto provide an
environment where dl transactions are treeted in afair and trangparent manner. The buyer or seler of a
few shares needs to be treated in the same manner as a buyer or sdller of severd thousand shares. An
experienced CEO of an exchange will bring the background and knowledge necessary to insure that the
exchange operates transparently and fairly.

Infrastructure

A new capital market requires avast infrastructure to support the clearing and settlement of transactions.
The eventud infrastructure will require asignificant investment and thus any measures that could achieve
savings should be carefully evauated. Once a transaction has been concluded on the exchange, a
number of actions take place to clear or verify the transaction and then to settle or consummate the trade.
To support more active and efficient trading of securities, custodians and depositories provide
safekeeping services. Security lending and derivatives help to make the markets more price efficient.
However, these functions typicaly require asignificant financiad investment to achieve the necessary
electronic connectivity and processing support.

Before the Exchange makes decisions requiring large financid commitments by domestic brokers, it may
be advantageous to evauate if economies of scale could be achieved through cooperation with other
security exchanges in the region and affiliation with money center inditutions. Clearing, settlement and
cugtodid systemns can cogt millions of dallars to develop and require millions of dollars annudly to
maintain. At thistime, Uganda does not require this level of invesment in itsinfrastructure. However,
plans and decisions made now could result in significant economies later. For example, securities traded
on the London, New Y ork, or Johannesburg exchanges could be traded on the USE with settlement
through domestic financid firms with affiliations at each of these money centers. Adopting clearing,
Settlement and depository standards within the region will support trading of shareslisted on other



regiona exchanges. Ugandans could trade shares on the USE of companies listed in neighboring
countries, London and Johannesburg. This cagpabiility could greatly assst the emerging dedlers become
financidly established and offer domestic investors a more diversified mix of equities and bonds across
broad geographical areas.

Both IMCC and KPMG conducted training sessions describing clearing and settlement systems and
procedures. Smoothly functioning dearing and settlement systems help reduce risks sgnificantly that a
buyer (or sdler) of securities may not readily acquire (dispose of) actua ownership of the securities that

they believe they are buying (sdling).

4. |ssuance of Debt Securities

Capitd markets for the world as awhole are approximately equdly divided between fixed income
(bonds) and equity (stocks) securities. Accordingly, it isimportant to develop securitiesin both of these
asxt dasses. The mgor dement missing from existing consulting assistance to Uganda has been with
respect to fixed income securities, i.e., bonds. Most of the focus of other consulting assi stance has been
directed at stocks. To redress this omission, IMCC focused technica assistance on developing the
government bond market through discussions with the BOU, the fiscal agent, and potentia purchasers of
government debt.

Bonds have been used as a source of capitd for thousands of years and, historicaly, bond and short-
term credit markets have preceded the development of stock markets. While the private sector hasto
assume maor responghilities for development of the equity markets, government often plays akey role
in the development of the domestic bond market. The government is normally the best credit within an
economy. The government needs to borrow in order to finance operating budget shortfdls, finance
capita congtruction projects, and to refinance maturing debt. However, outside of the financing
requirements, government-issued debt of various meaturities forms the foundation for the economy’syied
curve. Once the government has devel oped a government bond market domestically, domestic firms can
more easlly issue debt to locd investors. Then, financid intermediaries can price debt off of theyidd
curve for government debt depending on the credit risk of the borrower. Other debt instruments that are
priced off of the yield curve include residential mortgages, automobile loans, corporate bonds, etc.

The Bank of Uganda presently issues Treasury hills of three, six, nine and 12-month maturity. Should
government debt of longer maturity be issued, then the government will have aso reduced the budgetary
risk from potentia increases in interest rates. Mogt capitd markets have naturd buyers of longer maturity
bonds. For example, insurance companies have known liabilities of specific duration and hence can
match assets againg liabilities by maturity. The existence of longer-term debt aso produces alonger-
term focus for investors within the overal economy. And, government needs to be aware of the longer-
term impact of its economic policies. Thus, benefits accrue to both the financid sector and government
from issuing debt across longer maturities.



The process of issuing government debt requires careful management, as the purchasers of debt need to
be kept informed so that they can manage their purchases and saes of government debt, be aware of the
expected financing requirements of the government, and assess supply and demand factors and any other
condition that investors deem rdlevant. Thisis even more important in emerging capita markets where
there are a amdler number of participants and fewer options for investors. Government issuers need to
work with the primary dealers, announce their intent to issue securities and stick to the government’s
commitments to place debt, accept market determined interest rates, and respond to investors' concerns.
Thus, in extending the maturity structure for Ugandan debt, the fiscal agent, the BOU, needs to announce
itsintent and most likely dowly extend the maturity of bonds offered depending on investor acceptance
of the new bonds.

In markets with few participants, the Dutch, or single price, method seems to generate optimal results for
theissuer. The Dutch auction systemically works againg colluson, should participants share information
about bids before auctions. Furthermore, the single price method takes awvay the winners' curse that
adversdly impacts successful biddersin a price discriminating auction. In the current price discriminating
auction, the highest price bid must be above the average price for dl bidders. Thus, the“best” bid ends
up costing the successful bidder more than dl other bidders end up paying for their securities. With a
Dutch auction, al successful bidders pay the same price. Accordingly, bidders will act more aggressively
to win bids and the issuer (the government) will not end up paying more money to issue bonds but will
benefit from lower interest rates, i.e., less expengve debt.

After the domestic bond market begins to develop, it may be advantageous for the government to issue
debt on the Eurobond market. These bonds are typicdly foreign currency denominated o that the issuer
has to absorb currency risks or pay the cost of hedging currency risks. However, the benefits from using
the Eurobond market can be severd; the government issuance will help any subsequent domestic
corporate issuer in the Eurobond market since the Uganda credit will be better known. The Eurobond
markets can serve as a benchmark for interest rates received on debt issued domesticaly. And, itis
aways good to develop dternative investors should a domestic financia criss emerge.

5. Concluson

The Statement of Work calls for the contractor isto assist the CMA with its on-going activities. One of
the problems faced by the CMA isthat it is charged with two potentidly conflicting objectives, i.e,
regulatory and supervisory responsibilities on one hand, and promoting the development of securities
markets on the other hand. Also, it isimportant to begin a new regulatory function with a clearly defined
regulatory philosophy and then to consistently follow the chosen regulatory approach. It isdifficult to
begin with a laissez-faire regulatory philosophy and then shift to a strict gpproach. The financia sector
participants would be sent conflicting or inconsstent Sgnals. These conflicts were brought to the
attention of the CMA board and staff, aswell as discussons of dternative regulatory philosophies.
Clearly, the input of foreign advisors having longer experiences deding with capital market issuesis
vauable to a newly created board such asthe CMA. IMCC favors a strong regulatory approach and



the CMA board appreciated the foreign advisors input on these issues. It will be important to monitor
how the CMA board moves forward in appointing its executive director and in establishing its regul atory

philosophy.

The contractor focused on working with four magor groups whose actions will affect future capital market
development — the CMA board, the CMA gaff, the BOU (as fisca agent), and the broker/dealer
community. The government has taken the lead in providing the legal foundation for capital marketsto
develop. Itisnow up to the private sector participants to guide future devel opments with respect to
domestic capital markets. At this point in the evolution of the capital markets, it is difficult to evauate
how private sector participants may respond to these challenges. If progressis dow, then future
technica assstance may be helpful in guiding financid sector participants to a better understanding and
use of the capital markets to achieve specific objectives. For example, if capita market participants fail
to take a sufficiently active role, then srategic visitations to developed capital markets by asmall,

selected group of financia services providers may be advantageous.

Training for the CMA seemed to be well received, as conveyed by the Chairman of the CMA. Mogt of
the discussion evolved around regulatory activities with respect to financial sector participants rather than
with specific securitiesissues. This may have resulted from the fact that no stocks had been issued in
Uganda. A mgor atraction was the participation of the former Commissioner of Securities for Hong
Kong, which was particularly relevant since the Ugandan securities law was modeled after the origina
1974 Hong Kong law. The Commissioner, Uisdein Mclnnes, was able to comment on specific sections
of the Ugandan law and to explain where the Hong Kong authorities made subsequent amendments. The
CMA board was especidly interested in detailed examples of financid market activities that need to be
regulated. In particular, comments about abuses of initid public offerings seemed to attract the board's
interest. Future training and technica assstance should be directed at two objectives. 1) sharing “red
life” regulatory experiences, and 2) athorough review of the current Hong Kong law compared to the
1974 version.

Staff at the BOU seemed to understand the benefits of extending the maturities of government debt,
issuing debt using primary dedlers, and other technical recommendations offered with respect to the fiscal
agency role. Comments by staff were favorable with respect to core recommendations. To achieve
implementation of the recommendations, additiona technica assstance may be required concerning
specific ements of debt issuance. However, senior-level policy makers a the BOU and the Minigter of
Finance may need to be involved to actudly redize changes in the fiscal agency program. Thus, future
policy advice may be offered to these senior policy makers.

In conclusion, the technical assistance and training provided was well-received by the CMA board,
CMA daff, BOU daff, and financid sector participants. However, without specific securities to trade,
the Ugandan capital markets will evolve dowly. The foundation for future growth and development of
domestic capita marketsis evolving and the CMA and financid sector participants are gaining
knowledge about their roles and respongbilities. The project contributed to this evolution of the capita
markets through training of the CMA and recommendations with repect to developing a domestic bond
market.



Annex A

Chronology of Technical Assstance and Training Activities

October 27 — November 8, 1996
David Weig, principle investigator for the project, visited Uganda and completed an initiad
assessment of the domestic capita markets and activities of the CMA. A Draft Report was
prepared prior to departure and reviewed with USAID/Kampala and with CMA officids. Since
no comments were received, this Draft Report became the Interim Report.

December 8 — 17, 1996
Other consultants assigting in the ddlivery of training to the CMA board and staff aswell as
licensed broker/dedlers joined David Welg in the second visit to Kampaa. These consultants
included Uisdein Mclnnes, former Commissioner for Securitiesin Hong Kong, Phillip Torres,
Associate Director for the portfolio management subsidiary of IMCC, and Andrew Spreadbury
of KPMG Barents Group. Training activitiesinvolved discussng regulatory respongbilities with
CMA gtaff and the CMA board. In addition, a conference was held for licensed broker/deders
discussng licensing and regulatory activities of the CMA. A training report was prepared and
ddivered to USAID/Kampaa and the CMA.

July 26 — August 1, 1997
Thefind trip by David Weig provided technica assstance to the BOU concerning government
debt issuance. Recommendations and rationale for proposals were discussed with BOU taff,
presented to the CMA, and to broker/dedlers. Mr. Weig dso contributed to training activities
by principally by Gary Stephenson, KPM G Barents Group concerning clearing and settlement
procedures.



Annex B

Training for the Regulatory Authority

1. Introduction

The scope of work for this project has essentialy three separate components; theinitia focus conssted
of an assessment of the indtitutiond investor environment and related prospects for supporting capital
market developments. The second effort required a series of training activities with particular focus on
regulatory activities, and is the subject of thisreport. The third remaining activity is planned for technical
assgance in the development of the secondary market for T-bills. These efforts are funded under
USAID contract number PCE-0405-Q-5016-00 through the Consulting Assistance on Economic
Reform program at the Harvard Indtitute for International Devel opment.

As background, the Government of Uganda has taken the initiative in establishing capita markets through
enactment of legidation governing the regulation of securities. Additiond legidation has been drafted
addressing other capitd market activities such as the authorization of unit trusts. Furthermore, the Capitd
Market Authority (CMA, the regulatory body) is about to gppoint a CEO. While no publicly traded
equities exig a this point, the Government plans to issue shares to the public in the near future and, thus,
it isimportant that the CMA gtaff its regulatory body. Hence, it was deemed important that training
activities be provided to the CMA board and staff of the CMA at thistime.

Following the medicd incapacitation of the chief of party advisng the Government in the development of
their capitd markets, IMCC was requested to assume responsibility for conducting training activities for
the CMA. It was judged important to maintain momentum as the embryonic capital markets are
developing investor interest, and training activities with respect to regulatory functions are absolutely
criticd at thisjuncture.

Regulation of security markets has taken different forms in various capitd markets throughout the world.
The regulatory philosophy of the advisors for this project clearly favors a stronger regulatory
environment. The capital markets that have shown the greatest development (U.S.; Ontario, Canada;
Chile) have adopted strong regulatory laws and practices. A stronger regulatory approach is highly
recommended as it isimportant to develop and maintain investor confidence in the domestic capita
market. Thisiseven more important to a country like Ugandathat is aso going through privatization of
government-owned enterprises and anticipates sdlling shares to the public. Investor confidence is difficult
to earn but easy to lose.

Training topics of interest to the CMA conssted of discussions of trading systems, clearing and
Settlement procedures, and organizationd structures for the regulatory body. The discussion and
materias that follow summarize topics covered during the training sessons. Recommendations were
proffered by the foreign advisors during the training sessions and are noted throughout this report. The



gppendices include supplementary information, handouts during training sessons, and alist of thosein
atendance.

2. Regulatory Framework

In adeveloped capitd market, the securities sector of the financia services group normally comprises
three disparate, separate entities linked together by the law. They are:

The securities market professonds, including the registered dedlers in securities who may or may not
be members of an officidly recognized exchange.

Then there is the recognized exchange, administered by duly elected representatives of its members,
in accordance with the rules of the exchange.

Finaly, thereisthe regulatory authority that supervises the activities of the other two dementsto
ensure the law, together with rules and regulations, is being trictly enforced.

The reasons for the existence of the firgt two eements are not difficult to establish. The reason for an
overdl supervisory regulatory authority - The CMA - liesin the fact that a developed capitd market must
contain markets which are overtly trangparent and in which the interests of the private investor are
paramount and protected.

The underlying basic philosophy of a new regulatory organization like the CMA must be established at
the outset to preclude uneven decisions as the regulatory organization evolves. 1t is helpful to review the
regulatory philosophies and structures of other countries capitd markets at the initid stages in developing
the Ugandan capital markets and regulatory philosophies. Following the review of the regulatory
framework of mgor capital markets of the world, specific recommendations for the CMA are
enumerated. The markets to be reviewed include the U.S. as an example of the most dynamic capital
market and strong regulatory environment, the U.K., which recently restructured its regulatory
environment, and Hong Kong from which the statutory language that crested the CMA was based.

U.S.

Regulatory legidation in the U.S. evolved as aresult of market abuses and lack of full disclosurein the
1920’ s that were thought to have contributed to the market crash of 1929. This legidation was part of
the broad tendency towards intervention in the economy that characterized the New Dedl. A series of
laws were enacted between 1933 and 1940 including the Securities Act (1933), Securities Exchange
Act (1934), Trust Indenture Act (1939), Investment Advisers Act (1940), Investment Company Act
(1940), and aso the Glass- Steagd| (Banking) Act (1933). While these laws have been amended
frequently since their enactment, the policy and regulatory framework upon which they were based has
remained intact. The primary purpose of each act was the protection of uninformed, smaler investors.
Regulation is achieved basicdly through disclosure of financid information and not gpprova of the merits
of the offer. The Securities and Exchange Commisson (SEC), in its actions and adminigtrative orders,
has contributed to the development of the stronger regulatory environment that exissinthe U.S. Also,



sef-regulatory organizations have been crested that assist in regulating specific financia sector
participants.

The evolution of capital markets has witnessed extengve new product development, particularly with
respect to derivative insruments (e.g., futures, options). The regulation of these newer instruments
needed to change from that contained in the Commodities Exchange Act (1936). Hence, the
Commodity Futures Trading Commission (CFTC) was created in 1974 by an act of Congress. The
CFTC isequivadent to the SEC and its powers Similar in scope to the securities statutes. Inthe U.S,
given the digtinction between securities and futures, the regulatory environment includes two separate
organizations. The digtinction between what is a security and whet is afuture is becoming increasngly
blurred. Thus, the regulatory environment has become somewhat confusing at times.

U.K.

The UK. has aless developed regulatory system over its financid industry than the U.S. Mgor reforms
and financid sector deregulation occurred in the mid-1980s which led to legidation enacted in 1986, the
Financid Services Act. Thislaw introduced sdf-regulation within a statutory framework. A non-
gatutory body, the Securities and Investment Board (SIB), was established which in-turn recognized
severd sdf-regulatory organizations (SROs). Further complicating the U.K. regulatory environment are
the efforts of the European Union, while intended to smplify regulation across borders, often achievesthe
opposite result.

The U K. gructure has led to significant differences in regulation compared to the U.S., even though both
countries use a senior regulator and SROs. The SIB haslittle involvement in the prevention of market
manipulation and indder deding, which is primarily the responghbility of the London Stock Exchange and
prosecuting authorities. The SIB isrespongble for ensuring that firms do not conduct any business
without proper authorization. By policy and practice, the SIB has limited its regulatory powers over
SRO members and regulating investment businesses directly. Thus, the U.K. offers an example of aless
active regulator, although with broad investigeative powers when needed.

Hong Kong
Hong Kong (HK) provides a capital market where a laissez-faire regulatory atmosphere has prevailed.

Traditionaly, the HK Government has adopted a hands-off gpproach to its economy with the assumption
that the dlocation of resources is best left to market forces. Accordingly, the stock markets were | eft
virtualy unregulated until the mid-1970s. The proliferation of stock exchanges (four operating and others
planned) plus the stock market crash of 1973-74 prompted the enactment of a series of measures to
regulate the markets and protect investors. Specific laws enacted included the Securities Ordinance
(1974), the establishment of the Securities Commission, a Code on Take-overs and Mergers (1975),
and the Commodities Trading Ordinance (1976).

This regulatory framework remained largely unchanged until the late 1980s. Given the rgpid changes and
increasing sophigtication of both the securities and futures indudtries, the regulatory structure became
somewhat outdated. The market crash of October 1987 led to the formal review of operations and



regulation of the securities and futures markets. In 1988, the Securities and Futures Commission was
established which combined the regulation of securities and futures.

The benefits of the combined regulation of securities and futures are primarily in improved operationd
efficiencies. Registered deders are often the same for both indusgtries; the basic principles of regulation
arethe same aswel. Savingsin staff resources have been achieved with both the audit and survelllance
functions and the investigative function where resources can be directed toward either securities or
futures activities asrequired. Experienced daff are essentidly interchangegble. This hepsin managing
the ever-present problem of the regulators getting to know the regulated too well.

Key Regulatory Responsihilities

Collectively, the foreign advisors to the CMA unanimoudy favor more regulation rather than less
regulation. Experience hasindicated that sronger, intelligible regulation, effectively and uniformly
administered, produce the best regulatory regime. The basic philosophy of aregulatory authority isto
provide an environment where markets and investments are encouraged to grow on a sound, long-term
basis. The capita marketswill in-turn contribute to the functioning of the economy and creetion of
wedth. Maintaining the integrity of the markets and investor confidence is fundamentd to the
achievement of these gods.

The principle regulatory responghilities of the CMA can be summarized asfollows:

1. Regular oversght of the exchange and its clearing, settlement and depository procedures. The
CMA should seek to ensure afair and orderly marketplace for investors and that the exchange's
operationa and risk management systems are efficient and adequate.

2. Licendng dl deders and investment advisers. The licensing function assures market participants
in generd, and individud investors in particular, have confidence that the people and
organizations with which they have to ded are honest and financidly sound. After licenses are
granted, the CMA must continue to monitor each licensee' sfinancid status and business
practices.

3. The CMA should seek to ensure that thereis fair treatment of shareholders and full disclosure of
relevant information affecting the price of quoted securities.

4. The CMA should authorize and approve applications by organizations wanting to distribute
investment products to the public, i.e., unit trusts, mutua funds, limited partnerships.

5. The CMA should monitor trading activity on the exchange to detect any unusua movementsin
prices and volumes that could indicate either ingder deding or price manipulation.

6. The CMA should consder monitoring the management, supervison and interna control
guiddinesindituted by registered financia sector professondsto devise a least minimum
gtandards of conduct. The CMA should supervise the basic e ements necessary for sound



business practice in areas such as compliance, audit, management and supervision, and risk
managemen.

Experience has shown that even reputable firms which purport to follow high standards of conduct incur
serious lgpses that cause their firms, and the financid industry, losses of reputation, e.g., Barings, Jardine
Heming, Salomon Brothers.

Furthermore, the foreign advisorsto USAID and the CMA strongly recommend that experienced,
qudified professonds be appointed to the CEO positions at both the CMA and the Exchange. These
gppointments are pivotd to the success of both organizations and hence to the successful development of
capita marketsin Uganda. The gppointment of qualified persons to these roles will not assure success,
but the appointment of unquaified candidates will severely, if not totdly, limit the chance of success.

The qudifications for the candidate for the CEO to the CMA should have, a a minimum, severd years of
regulatory experience in the regulatory sector, preferably securities regulation. For the post of CEO of
the Exchange, a candidate must have severad years of experience at a high level in arecognized stock
exchange;, eg., in Hong Kong the first CEO of the exchange in Hong Kong (the newly amagamated
exchanged) had previoudy held the post of CEO of the London Stock Exchange.

Theinvesting public have aright to expect qudified professionas at its regulatory authority and the
exchange mugt know it is dedling with knowledgeable professonds of & least equd seniority. Thetwo
organizations have to respect the professonaism of the other.

3. Trading System for the Securities Exchange

The Chairman of the CMA expressed interest in reviewing dternative trading systems and discussing
specific dements and steps in how the recommended trading system would function. While trading
systems have been discussed with Ugandan officids on previous occasions, it will be necessary to
discuss the proposed trading system in detail and actualy go through smulated trading activities on
severd additiona occasions and with each of the participating groups, i.e., regulators, brokers, etc.
Thus, it isimportant to document and illustrate the recommended trading system <o thet dl participants
will better understand their respective roles and responsibilities.

Criteria conddered in the sdlection of the recommended security trading system include the following:

The cost of operating the trading system, which will ultimately be borne by investors.

Ensure trangparency of transactions which helpsinvestors know they are treated equally.

The trading system needs to be credible for both the dedlers and investors.

The trading system must be accessible to investors and provide the necessary liquidity for buying and
sdling securities.

Traders need to have equa opportunity to dea on behalf of investors.



A “chakboard” trading system is proposed for the Ugandan securities exchange. With thistrading
system, buy and sell orders are written on a chalkboard and when matches occur, transactions are
consummated. Thistype of system has worked every efficiently in many parts of the world and replaced
only when the sheer volume of transactions has made the sysem unworkable. Thus, until the transaction
volume judtifies greeter investment in a more automated system, the chalkboard system offers severd
benefits with few disadvantages.

The chakboard method of trading is Smple, yet effective mechanism that can be implemented quickly
and a low cost. Training requirements are minimized for brokers and investors. The single disadvantage
isthat if there are only afew broker/deders, then thereisarisk of broker influence on individua
transactions.

A summary and andysis of dternative trading systemsiis provided in appendix C which was discussed in
atraining sesson. Other systems considered included (1) order-driven market system, (2) quote-driven
market system, (3) floor trading system, (4) screen trading system, and (5) an automated trading system.

4. Clearing and Settlement of Completed Transactions

Before discussing the rationae for developing the specidized organizations that assst in the settlement of
security transactions, it best to define terms and describe atypical security settlement Structure. Even
during embryonic periods in the development of capital markets, it isimportant to have third parties
involved in the consummeation of security transactions. This becomes clear as the systems and functions
of clearing and settlement are discussed.

Once atrade has taken place on the floor of an exchange, the details of the trade are typicaly turned
over to the “back-office” for processng. A clearing agent or clearinghouse provides for the verification
of trade details by each party to atransaction. Each party affirms the facts of the trade, i.e., the security,
quantity, price, commission. Trades, where terms are agreed upon or affirmed, are cleared trades.

Settlement of trades occurs with the delivery of securities againgt payment for the securities. When
trading activity grows to the point where financid sector participants are actively trading securities, it
becomes very important that agreed upon trades are in fact settled and that trades do not fail for lack of
delivery of the security or bouncing of the check in payment for securities. The only way to minimize
settlement risk is to adopt the G-30 standard of delivery versus payment (DVP). Infact, in anided
world and with heavy trading volume, it is necessary to gpproach red-time DVP. This objective reduces
therisks of failed trades, which by the time afalure is known, the security may have been sold and re-
sold severd times. Thus, settlement failures can affect more parties than the two parties associated with
afaled trade. Furthermore, DV P prohibits the same security from being fraudulently sold multiple times.



Additiona functions that support a contemporary clearing and settlement system include a depository and
cugtodians. The depository holds the physical securities and maintains eectronic lists of officid owners
of each security. Virtudly al government debt of developed nations and most ingtitutiond investors ded
only with scriptless or demateriaized securities. Depositories can effect delivery of securities and show
ownership of securitiesin asafer environment than use of physical securities. To make the syssem more
efficient, the above noted support functions of clearing, settlement and depositories, typicaly only dedl
with “associated parties’. The associated parties (e.g., custodian banks for ingtitutional investors and
financia firms such as brokers) act on behdf of their dlients (e.g., insurance companies, unit trusts, and
individud investors). To reduce risks and improve efficiency, the clearing and settlement functions dso
use “netting” procedures so that the larger gross amounts (shares and money) are netted between
asociated parties. These entities must be dectronicaly connected and trading information shared
eectronicdly.

Elaborating on custodid services, custodians are typicaly banks that specidize in developing the
eectronic infrastructure for providing clients with safekeeping of assets, settlement of security
transactions, managing the collection of dividends and interest, and handling corporate actions (dividend
payments, stock splits, proxy actions). These important custodial services also require audit and
reporting capabilities.

The flow chart below depicts specific steps required to settle a security transaction for aretail client. In
the case of indtitutiona participants (e.g., insurance companies, penson funds), the inditutiona client
typicaly manages many of the settlement and clearing functions performed by the broker. For example,
theinditutiona client dedls with their own cugtodian bank. Also, if involved in trading activities, the
inditutiona client will affirm their own trades.



Security Transaction and Settlement Schematic
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6. Trade is presented to Depository for delivery of security versus paymen.

7. Smultaneoudy, Custodian pays (is paid) and receives (delivers) ownership of securitiesin book
entry form a the Depository.

8. Depository informs Transfer Agent of change in ownership.

The growth in security transaction volumesin most financid markets of the world has led to more
electronic inter-connectivity to achieve the proper controls and timely settlement of security transactions.
Failure in these systems would cause catastrophic consequences. Thus, significant investment in
computer systemsiis required on a continuous basis; on the order of hundreds of millions of dollars
annudly. Consequently, there has been sgnificant consolidation in the settlement and clearing industry
over the past severd years. Amongst local banks, Barclays Bank is one of those banks providing these
custodid services asis Standard Chartered Bank, which is a sub-custodian in Africa. Other global
custodians include Cedel and Euroclear, ingtitutions established specificaly for these purposes. JP.
Morgan is another bank that is arecognized globa custodian.

What significant conclusions can be drawvn? First, these services provide insurance to investors. The
protection of investors assetsis the most important purpose of these custodid functions. Most globa
custodians readily admit that they would, in practice, be forced out of commercia necessity to absorb
losses incurred from any errors or mistakes they commit in the settlement process rather than lose
investor confidence in the market. Second, global custody is essentidly a utility function. These
businesses incur extremely high barriers to entry with continuous required investment. Also, feesare
extremely low. Thus, the marketplace cannot afford to support very many globa custodians. Third, all
of these support services make security trading more efident, which improves transparency, liquidity,
and reduces the cost of capita to the private sector. The increased market efficiency also makes
regulation essier.

Foreign indtitutiond investors require most of these infrastructure services before they will invest in
emerging markets. Examples can be cited, such as India, where capita markets have devel oped without
the associated clearing and settlement systems. In these cases, foreign investors have not participated in
aggnificant manner.

Recommendations:

Locd indtitutions providing custodid, clearing and settlement services should have experience or existing
relationshipsin providing these services. The infrastructure support requirements, knowledge of standard
conventions, and protection of investors assets requires conformance with these internationally accepted
practices.

The CMA should become affiliated with the International Society of Securities Adminigtrators. The
internationa association can be helpful in establishing a quick learning curve for the CMA and accessto
expert adminigtrators when required.

The importance of automation should not be dispelled just because Ugandais an emerging capital
market. Technology is an important eement to insuring an adequiate regulatory environmen.



Deivery versus payment is the only viable settlement option. Electronic payment should result
smultaneoudy with the (dlectronic) delivery of securities viaa centrd depository. Serious condderation
should be given to using aregiond or money center depository and payment system, e.g., London,
Johannesburg. As noted above, the costs are minimal and investor confidence is worth assuring.

5. Proposed Organizational Structurefor the CMA

The foreign advisers were requested by the Chairman of the CMA to suggest an organizationa structure
for the CMA. The charts that follow depict the proposed organizationa structure. The organizationa
sructure reflects the basic duties of a standard regulatory body. The two mgjor regulatory activities are
located within two digtinct divisons; an Audit and Surveillance Divison, and a Legd and Compliance
Divison. Supporting the administrative functions required to operate most organizationsis an
Adminigtration and Finance Divison. This group provides the interna budgetary support functions and
human resources support activities. The Research and Development Divison isenvisoned asasmdler
group but very important in the ongoing analysis of market activities and other Satistical andyses that
support regulatory activities. Research and surveillance activities can be much more reveding and
effective in achieving regulatory objectives than use of mandated compliance reporting rules. The Public
Rdations Divison supports the organization’s communications requirements with both the generd public
and the financid community. The executive structure proposed would include a Chief Executive Officer
(CEO) and a Deputy CEO. Asnoted elsewherein thisreport, it is critica that the CEO be experienced
as asecurities regulator. The Deputy CEO should be knowledgeable about Ugandan financia sector

participants.

The three support divisons of Adminigiration, Research and Public Relations should remain smdler
daffed units. They will operate better as small, competent, responsive units. The Size of the remaining
two divisons will be determined by the capitad markets and the workload imposed by the amount of
trading activity, number of broker/dedlers and the number of new issues.
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Initidly, the CMA saff should be comprised of three staff and a clerica support person. The CEO and
Deputy CEO paositions will provide the executive respongbilities necessary to build the regulatory
organization. They will need to function as a team combining the experience as aregulator with the loca
knowledge about the regulated. Supporting these executives should be alegd adviser, who may not
need to be full-time depending on the workload.
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Summary and Recapitulation of Recommendations

Thefocus of activity for the training phase of the technica assistance was primarily with the Capita
Market Authority, its board members and staff. With no securities exchange, limited securities to trade,
and just authorizing organizations as deders, the training focus necessarily addressed “getting started”.
At theseinitid stages, the CMA needsto carefully deveop its regulatory philosophy. To assg in this
process, areview of the regulatory structures of the U.S,, U.K., and Hong Kong served to illustrate
aternative gpproaches.

Recommendations congst of the following:

1. A stronger regulatory gpproach is highly recommended, asit isimportant to develop and
maintain investor confidence in the domegtic capitd markets.

2. Itisrecommended that the CEO postion for the CMA and for the Exchange befilled with
experienced, qudified professonds. These gppointments are critical to the successtul
development of the Ugandan capitd markets.

3. A *“chadkboard” trading method is recommended for the Ugandan securities exchange. This
ample, yet effective mechanism can be quickly implemented and can serve the needs of
financid sector participants until such time as trading volumes are sufficient to judtify an
automated trading system.

4. Useof regiond or money center clearing, settlement, depository, and payment systems are
recommended. The importance of initialy adopting state-of-the-art automation will support
regulatory objectives.



5.

6.

7.

Ddivery versus payment is the only long-term viable sandard for the settlement of security
transactions.

Initidly, a three-person organization is recommended for the CMA; a CEO, a deputy CEO,
and an attorney.

The 1974 origind law for Hong Kong forms the basis for the CMA law. Subsequently,
severd amendments were made in the Hong Kong law which are not included in the CMA
law. Accordingly, it is recommended that Mr. Mclnnes intimate knowledge about
amendments and regulation within Hong Kong be used to develop amendments for the CMA
law.



Appendix A

Training Schedule, Topics, and Attendance

December 9 - 10, 1996
Kampaa Sheraton Hotel

Training personnel: David Weig, Uisdein Mclnnes, and Phillip Torres of IMCC, Andrew Spreadbury of
Barents Group, KPMG

Attendance: Leo Kibirango, CMA Charman; Smon Rutega, CMA Coordinator; Wasswa Kgubi,
CMA; Stephen Kaboyo, CMA; Duncan Muhumuza, Legd Counse to Minigtry of Finance; Elijah
Wante, Deputy Director of Law Development Centre.

Observers. dJm Gohary and Bruno Komakech, USAID (Tuesday, December 10, 1996)

Discusson Topics Reviewed training agenda with participants and amended training program at the
suggestion of the Chairman of the CMA.. In addition, the Chairman of the CMA solicited the advisers
assistance in preparing for the CMA Workshop for Prospective Brokers, Deders and Investment
Advisersto be held on Thursday, December 12, 1996.

Reviewed regulatory framework in U.S,, U.K., and Hong Kong. Discussed the importance of carefully
identifying a regulatory philosophy at the outset in establishing capital markets. Emphasized benefits of
stronger regulatory posture and primary importance of regulatory responsibilities of the CMA.
Promotiond efforts of CMA board need to carefully managed so as not to interfere with regulatory
respongibilities.

In the development of capital markets, government securities typicaly play amgor role in helping to
develop an understanding of trading and interaction among financia sector participants. Thus, the T-hill
Issuance process and lack of secondary trading was aso discussed during the initid training sesson. This
topic was dso included in the CMA Workshop and will recelve more attention during the next advisor
vist.

Tuesday, December 10, 1996

Reconvened training session with discusson of trading sysems. Smulated trading activity using a
chakboard trading system. Also reviewed clearing and settlement activities which included a video
showing these activitiesinthe U.S.



Returned to discussions about the duties of CMA and presented two organization charts; one showing
the functiond organization and the other depicting the initid staffing structure. Discussed the proposed
organizationa structure and the importance of hiring an experienced CEO for the CMA and smilarly for
the securities exchange.

CMA Committee Meseting
Monday, December 16, 1996

Attendance: Leo Kibirango (CMA Chairman), Ruth Masika (Registrar General and CMA Board), Mr.
Kawase (CMA Board), Bile Kainamura (Minigtry of Justice and CMA Board), Smon Rutega (CMA
Coordinator), Stephen Kaboyo (CMA), Elijah Wante (Deputy Director, Law Development Centre),
Duncan Muhumuza (Minigtry of Finance).

Advisors: David Weig, Uisdein Mclnnes, and Phillip Torres of IMCC, Andrew Spreadbury of Barents
Group, KPMG

Discussion topics. Following arecap of various training topics previoudy discussed, subjects receiving
greater interest and questions included: (i) amock trading sesson, (i) discusson of the merits of hiring
experienced regulators and exchange administrators, and (iii) discussion of various examples of why an
experienced regulator is recommended. For example, adiscussion of initid public offerings and how
digtributions among interested investors can be manipulated and what regulators can do to monitor these
Stuations reinforced the recommendation as to why an experienced regulator is required for the CEO
postion. llludrating the crestivity of the financid participants and the gpplication of experiencein
achieving regulatory oversight seemed to be recelved with great interest.




Appendix B

Workshop for Prospective Brokers, Dealers, and I nvestment Advisors

Thursday, December 12, 1996
Kampaa Sheraton Hotel

Hosted by the CMA, this workshop was designed to inform the newly licensed merchant banks, financid
organizations seeking to become broker/dedlers, and sdected government officias about the status of the
development of the CMA and its regulatory responsibilities. The Authority officialy opened for business
on this day, December 12, 1996.

Financid inditution representatives attending the workshop included: Capitd Alliance (Tony de Castro),
Transafrica Bank (Mr. Sukara), Pryor McClendon Counts & Co. (Andrew Owiny), East Africa Bank,
Stanbic Bank, Barclays Bank, and Crane Bank.

Speakers at the workshop included: the Honorable Joshua Mayanja-Nkangi, Minister of Finance; the
Honorable Richard Kajuka, Minigter of Economic Planning; Mr. Rwakakooko, Chairman of Uganda
Commercid Bank; Mr. Moi representing the Governor of the Bank of Uganda; Mr. Leonard Muganwa,
Executive Director of the Paragtatal Monitoring and Privatization Unit; and other senior level participants.
An IMCC representative addressed the workshop, responded to questions, and raised potentia issues.

The foreign advisors emphasized that the financid market participants need to assume responghility for
operation of the Exchange and guide future development of the capitd markets. The Government of
Uganda has taken the lead in establishing the legidation for capitd markets to emerge and grow but it is
the specific responsbility of the private sector to carry out future activities.



Appendix C

Evaluation Report By Uisdein A. M clnnes,
former Commissioner of Securitiesfor Hong Kong

UGANDA - CAPITAL MARKETSAUTHORITY
DECEMBER, 1996

After asomewhat hestant sart when the chairman seemed equally at unease with the organizers on the
one hand, and the paucity of attendees, organized (or not) by his CMA gaff on the other, the
atmosphere improved rapidly as the presentations were made. | believe the Chairman and members of
the CMA were more than satisfied with the presentations, especialy since, a the end of the preliminary
three days, the Chairman requested a separate afternoon’'s summeation and discussion for the following
Monday.

There are, however, four digtinct and potentidly disturbing aspects involving the philosophy of the CMA
(as expressed by the Chairman); the exact position of the stock exchange (which one?); the presentation
and timings of the new 1POs from the privatization programme, and the underlying securities legidation.

| believe the Chairman was one of the co-founders of the Kampala Stock Exchange. Unfortunately, he
does not seem to differentiate between hisformer and current roles. He really does seem to hold the
strong view that the CMA must run the stock exchange. By the end of the round of meetingsand in
discussions, his origind views may have been somewhat disspated -but | do not believe they were
entirdly eradicated. The function of a Regulatory Agency isto regulate - not run the whole
securitiesffinancia sector. The CMA seemsto be of the view that the stock exchange (by whatever
nameit will be caled - Kampadaor Uganda) is the securitiesindudtry. Itisnot. There are a plethora of
other activities and individuas who have to be regulated and registered, ranging from securities brokers
who are not members of the stock exchange, investment advisers, pool operators, unit trusts and mutua
funds, to name but afew. The precise role and philosophy of the CMA has to be more clearly defined -
the CMA isareferee not aplayer.

Which brings me to the stock exchange. | am somewnhat perturbed by the involvement of the CMA in
the stock exchange - but which? The Kampaa Stock Exchange (in dgure if not de facto existence) or
the Uganda Stock Exchange? (Neither). It isrecommended that a stock exchange be alowed to
develop from the bottom rather than be imposed from the top. The demand and impetus for an
exchange should preferably be initiated by market professionas who work together to establish an
exchange, draw up its Condtitution, Listing Rules, and its Rules and Regulations. All of these should be
the by-product of the work of market professionas - al to be approved subsequently by the regulatory
authority.

For example, when a company seeks alisting on the exchange by way of an I1PO, the prospectus for that



Issueis drawn up by the company's legd advisor, the sponsoring broker or underwriter if thereis one,
and the company in accordance with the listing requirements of the exchange. The regulatory authority
confirms only thet a prospectus complies with dl legd requirements. The authority passes no quditative
judgment at dl and dso plays no role in determining the issue price. This latter isthe sole responshility of
the market professonds, the company and its advisers to other with the listing committee of the
exchange.

Which brings me to the third point. | obtained the impression - rightly or wrongly - that there gppears to
be little coordination between the respective authorities and the privatization authority regarding both the
timetable and details of which company should come to the market. There was alot of loose, genera
talk whether or not to permit and officid discount to the issuing price or offer vouchers. This has
definitely to be corrected. If the Government wishes to see a successful stock market and financia
sector, there must be closer cooperation between the rlevant parties. But, it is essentid that, publicly a
least, the initid listing price of an PO is seen to be determined by the market - not influenced by the
government. Thaose respongble for setting the issue price (company, broker, exchange) will surely have
taken cognizance of dl materid factorsin determining the price. Inthefina anadyss it must be afigure
the market can absorb successfully. The investing public must see that the issue price was determined
fredy by market professionals and not (overtly) influenced by other parties.

Which leavesthe find point - the underlying basis of the legidation covering the securitiesindudry. The
Capitd Markets Authority Statute (and its relevant regulations) has dready been passed into law. The
statue seems to be based mainly on the 1 974 Hong Kong Securities Act, which has been subsequently
amended. Thisreport isnot the correct forum in which to comment in detail on the content of the
legidation. (This can be done, if required, separately, but would take at least 2/3 days). Sufficeit to say,
specific atention should be drawn to certain provisions dready contained rdating mainly, but not
exclusvely, to the establishment of a compensation fund, the banning of short selling and provisons
relaing to the granting of exemption (to regidtration). These three aress, at least, need much closer
examination.

One final comment needs to be made. Both the CMA and the Stock Exchange seem to lack adequate
experienced personnel. For both to be successful, it is essentid that both have available to them
personnd with appropriate qudifications and direct securities/financia supervisory experience. The
repercussons of the failure of the stock market spread much wider than the market itsdf and have
sgnificant implications for the economy as awhole. The public perception, both locad and internationd,
must be such that they see the market is played by professonds and is regulated by an independent
authority both of whom respect each others professiona integrity.

One morefind comment. | believe a 2/3 day hands-on workshop would be of value, not only to the
CMA but the exchange, progpective members, and the privatization authority. Everything could be
enacted from case Sudies to be determined by the CMA: what, and who, determines the initia price of
an IPO; areview of disciplinary procedures on licensed persons, an accepted code of conduct for
licensed persons, as well as the exchange trading procedure and the execution of a client's order from
inception to concluson.  Such aworkshop would, in my view, go along way to ddineating dl the



functions and respongbilities of each of the separate, condtituent dements that will go to make the
securities market in Uganda.

Uidein A. Mclnnes



Appendix D

Training Materials

The following training materids are attached:

1 Statutory and Regulatory Framework of the Securities Industry: Too Much, Too Little, or
Somewhere in Between?

2. Opening Remarks to CMA Board and Staff By Uisdien Mclnnes, former Commissioner of
Securitiesin Hong Kong

3. Clearing and Settlement



Statutory and Regulatory Framework of the Securities Industry:

Too Much, Too Little, or Somewherein Between?

us
Strict regulatory controls under the Securities and Exchange Commission (SEC), which
bascdly evolved from 1929 through 1940.

Clear cut distinction between securities and futures, SEC vs. Commodity Futures Trading
Commission (CFTC).

UK
Financia Services Act of 1986 (FSA) introduced sdif regulation within a statutory framework.

Securities and Investment Board (SIB) delegated powers by FSA.
SIB recognized severa SROs.

Limited power of regulation by SROs.

No digtinction between Securities and Futures.

Hong Kong

Laissez Faire approach.

First regulatory control introduced in mid-1970s.

Legidaion since anended

Didtinction between Securities and Futures but both regulated by same office; saving in

manpower/expertise.

Recommendation

Stronger but intelligible regulation.



Opening Remarksto CMA Board and Staff

By Uisdien Mclnnes, former Commissioner of Securitiesin Hong Kong

At thisjuncture, | should like to express my strong views that the appointment of
suitable, quaified persons to be the CEO of the Authority, and the Exchange respectively, are
pivota to the success of the whole operation. One cannot, of course, Sate that the appointment
of quaified persons will automatically ensure success, but one can say that the gppointment of
unqudified candidates will severdly, if not totdly, limit the chance of success.

The qudificationsfor the candidate for the CEO to the Authority should have, & a
minimum, severa years of regulatory experience in the regulatory sector-preferably securities.
For the post of CEO of the exchange a candidate must have severa years of experience at a
high levd in arecognized stock exchange; eg., in Hong Kong the first CEO of the exchangein
Hong Kong (the newly ama gamated exchanged) had previoudy held the post of CEO of the
London Stock Exchange.

Theinvedting public have aright to expect qualified professionas at its regulatory
authority whilst the exchange must know it is dedling with knowledgeable professonds of at
least equal seniority. The two bodies have to respect the professonalism of the other.

| recommend the above to you for your most serious consideration.

Thank you.

Clearing and Settlement

Egtablishing risk controls upon completion of trades on the floor.



Clearing
Veification by both brokers of transaction detals (name, quantity, price from both Buyer and
Sdler).

Settlement
Ddivery versus payment (DVP)

Ddivery can be madein physica form or book entry (depository)

Recommendation

Book-entry for al securities

Custodian Bank correspondent relationship with Globa Custodian
Delivery versus Payment

Depository rdationship with EuroClear or Cedel



